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Timeline

June 26, 2000: Commission Memorandum Opinion and Order approving
divestiture

April 16, 2001 Arthur Anderson LLP Report of Independent Public
Accountants and Qwest Certification

• 458 customers included a prohibited in-region interLATA service
component code.

o Corporate Communications: Qwest asserted that as to "several"
of 192 customers with metered in-region interLATA services, the
codes were properly assigned "because the components
represented corporate communications for Qwest (which Qwest is
permitted to provide to itself)" (Qwest Certification ~ 5).

o Branding in-region interLATA service as Qwest: 266 customers
received in-region private line services "billed and branded as
Qwest services." Associated revenues from July 2000 through
March 2001 were in excess of$2.2 million. (Auditor's Report,
Att. 1, at 1).

AT&T May 1,2001 Letter Comments

• Branding in-region interLATA service as Qwest: AT&T argued that this
constituted "providing" in-region interLATA service in violation of the
Merger Order and Section 271 .. Id at 2-4.

• Unlawful Teaming: AT&T provided evidence that Qwest had entered
into teaming contracts with other carriers to offer in-region interLATA
long distance service to federal agencies with Qwest acting as the single
point of contact with Customer for ordering, billing, Service inquiry,
Service Assurance and trouble reporting for the Service, and that such
arrangements violated the Merger Orders and Section 271. Id at 5-7.

June 6, 2001 Letter from Arthur Anderson LLP to Ms. Dorothy Atwood,
Chief, Common Carrier Bureau

• Corporate Communications: 11 accounts identified as corporate
communications or IRUs and then noted that it is not in a position to
make a legal determination regarding the matter (Finding 2).

• IRUs: The auditor found that Qwest was providing in-region interLATA
services to 14 accounts using IRUs. The auditor stated that Qwest



believes that it is permitted to sell in-region interLATA services using
IRUs, and then noted that it is not in a position to make a legal
determination regarding the matter (Finding 7).

• Branding in-region interLATA service as Qwest: Qwest paid Touch
America less than 40% of the "revenues billed" to 266 customers for
Qwest-branded in-region interLATA services provided prior to March
2001 (Finding 9).

AT&T July 18,2001 Letter Comments

• IRUs: Qwest is violating Section 271 and the Qwest Merger Orders by
urging customers to use IRUs to transport their in-region interLATA
traffic to a Qwest out-of-region point of presence ("POP"). Id at 2-3.

• Corporate communications: The only allowable corporate
communications services would be "Official Services" and the auditor
failed to verify that the 11 accounts identified as corporate
communications qualified. Id at 4 n.l o.

February 2002: Touch America Formal Complaints

March 11, 2002 Arthur Andersen Audit of Qwest

• Qwest is still holding revenues for customer traffic that Qwest had
branded, billed and collected for itself, but which rightfully belongs to
Touch America. Identified 657 account records as having prohibited in­
region service component codes and that in-region private line services
for 330 customers were "billed as Qwest services." Att. 1 at 1.

• Certain invoices during 2001 for approximately 1,000 customers who
subscribe to Internet-related services did not include a separate Global
Service Provider ('GSP') charge for in-region interLATA traffic carried
by Touch America" (representing approximately $2 million in 2001).

AT&T April 30, 2002 Comments

• Dependence ofTA: Qwest took steps that it concealed from the Commission
to ensure that Touch America would remain dependent on Qwest in
providing services to divested customers, including access to Qwest
databases; using Qwest's undisclosed billing system structure to effectively
requiring TA to purchase out-of-region capacity on a wholesale basis from
Qwest and failing to lease to Touch America four circuit switches as
represented to the Commission, instead providing Touch America with only
limited functionality.
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• Qwest provided in-region interLATA service and reacquired the long
distances customers that it "divested" to Touch America in three ways:

o IRUs: Lit fiber capacity IRUs that violated the Merger Orders and
Section 271

o Corporate communications: provided interLATA services to
customers under the guise of "corporate communications;"

o Branding in-region interLATA service as Qwest: Directly
providing interLATA services "billed and branded as Qwest
services" and retaining the revenues from such services.

• Qwest's GSP arrangement violates the Merger Order and Section 271.
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QwestlUS WEST Merger Audit Proceeding Talking Points

I. Qwest Has Unlawfully Provided In-Region InterLATA Service Through IRUs:

• The Qwest lit fiber capacity IRUs are "telecommunications services" and therefore are
subject to the ban in section 271 against BOC provision of in-region interLATA service

• The IRUs grant the customer only a leasehold interest, not an ownership interest, and it is
well-established that leasing of capacity on an in-region interLATA network is plainly
the provision of an in-region interLATA service

A. The "Qwest Lit Fiber Capacity IRUs" are nothing more than dedicated
private line service agreements, which are squarely prohibited by section
271.

• Under the Qwest IRUs, Qwest controls the network used by the customer, (IRU
Agreement between Qwest and Touch America, Section 6.1 (first)), provides the
electronics necessary for service, (Id, Sections 1.2, 2.1.) assumes the risk of service
outage, (Id., Section 6.2) maintains ownership of the underlying facilities, (Id., Section
13.1) and even controls the path used to deliver the customer's traffic. (Id., Section 2.1
read in light of Sections 1.2, 1.9 and 1.10; Qwest's Answer to the IR Uformal complaint-o
84).

• "The grant of the IRU in the Qwest Capacity hereunder shall be treated for federal, state
and local tax purposes as the lease of the Qwest Capacity." Section 14.2.

• Qwest used these lit fiber capacity IRUs to replace private line services provided by
Touch America. E.g., Teleglobe, which was receiving leased line private line service
from Touch America; and Verio, which had a 15-year pre-paid private line service
arrangement.

B. Qwest's arguments to the contrary completely lack merit.

• There is no merit to Qwest's claims that the "property right" transferred is the ability to
choose "the type of traffic and direction ... to transmit over the facility," that "right"
accompanies all leased private lines services.

• Qwest's argument that it is a "sale" because "the capacity's estimated economic life [is]
typically 20 years" is a non-sequitor; only assets themselves have an economic life. In
contrast, the right to "[c]apacity" on network facilities over which Qwest exercises
control (and, indeed, determines the path and therefore the particular facilities that will be
used for any transmission) has no "economic life" because the underlying assets used to
provide service can be substituted (or upgraded) at Qwest's discretion.
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C. Commission and Court Precedents

1. The Qwest Teaming Order:

The lit fiber capacity IRUs allow Qwest "to accumulate an entrenched base of full­
service customers before receiving section 271 authority, thereby undermining the incentive
Congress created in section 271." This "jumpstart" on long distance services was prohibited
under the scheme enacted by Congress in Section 271. Qwest Teaming Order ~~ 39,41. Qwest
is effectively holding itself out as a provider of long distance service.

2. Other Commission Precedent:

(i) Non-Accounting Safeguards Order: holds that the sale of an entire network does
not constitute "providing" the services on that network, but that the conveyance of an interest
less than full ownership of the entire network does constitute the provisioning of
telecommunications services for the purposes of Section 271 (when "the BOCs seek to maintain
ownership of their interLATA Official Services Networks and lease excess capacity on the
networks to their affiliates," that "leasing ofcapacity on an in-region interLATA network is
plainly an in-region interLATA service."). See also Dark Fiber Order (rejecting claim that
Commission lacked jurisdiction to regulate dark fiber as a "service" and holding that the BOCs
were engaged in the provisioning of a communications service).

(ii) The Commission decisions cited by Qwest are irrelevant.

• The three involving submarine cable IRUs1 are inapposite because they did not raise
issues comparable to those relevant to a Section 271 analysis, and because the decisions
were made in the context of submarine cable IRUs as used in the 1980s, that is, involving
"the conveyance of circuits in submarine cables" for unlimited duration.

• The two universal service decisions are also inapposite. One2 involves the sale of bare
capacity, which is exactly the opposite of the issue presented here. In the second
decision,3 the Commission construed the term "own facilities" to include "unbundled

Reevaluation of the Depreciated-Original-Cost Standard in Setting Prices For
Conveyances of Capital Interests in Overseas Communications Facilities Between or Among
US. Carriers, 7 FCC Rcd. 4561, ~ 1 n.l (1992); Report and Order, International
Communications Policies Governing Designation of Recognized Private Operating Agencies,
Grants of IRUs in International Facilities, and Assignment of Data Network Identification
Codes, 104 FCC.2d 208, ~ 64 (1986); Report and Order, Market Entry and Regulation of
Foreign-Affiliated Entities, 11 FCC Rcd. 3873, ~ 130 (1995).

Fourth Order on Reconsideration, Federal-State Joint Board on Universal Service, 13
FCC Rcd 5318, ~ 290 (1997).

First Report and Order, Federal-State Joint Board on Universal Service, 12 FCC Rcd
8776 (1997), a!f'd sub nom., Texas Office ofPub. Utile Counsel v. FCC, 183 F.3d 393 (5th Cir.

(continued . . .)
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network elements," but not because the competitive local exchange carrier ("CLEC")
actually "owned" the unbundled network element. Rather, the Commission reasoned that
it would essentially skew competition if the CLEC -having paid the ILEC the full
forward-looking cost of the unbundled network element - did not receive universal
service support, while the ILEC did. By contrast, Qwest is seeking here to circumvent
the Act's prohibition of a BOC's participation in the long distance market until it has
opened its local markets to competition, by characterizing its leased dedicated private line
service as a "facility" when it is not.

3. Federal Courts:

• Global Naps, Inc. v. New England Telephone & Telegraph, 156 F. Supp.2d 72,77-80 (D.
Mass. 2001): federal district court, relying on the Non-Accounting Safeguards Order and
the Dark Fiber Order held that "leasing of dark fiber ... [is] the provision of
telecommunications service.,,4

4. Precedents In Other Areas:

(i) Securities/Accounting Rules:

• Testimony Concerning Telecommunications Accounting Issues by John M. Morrissey,
Deputy Chief Accountant, U.S. Securities and Exchange Commission, Before the
Subcommittee on Oversight and Investigations Committee on Financial Services given
on March 21, 2002 at 3: "If the [capacity IRU] does not convey to the purchaser the right
to use specific identifiable assets, the contract would be viewed as an arrangement for the
provision of services, and revenue would be recognized over the period of the contract as
the services (the access to the network capacity) are provided."

• Arthur Andersen White Paper, Accounting by Providers of Telecommunications Network
Capacity, An Update (as of February 29, 2000), at 1 (citing to a statement by an SEC
official that a lit fiber capacity IRU is "nothing more than a service agreement" where
there is no conveyance of rights in the conduit, fiber and electronics, and should be
accounted for accordingly, cited in Treatment oflRUs (see (d) below) at 87, n. 13.

• In re E.Spire Communications, Inc. Securities Litigation, 127 F. Supp.2d 734, 747 (D.
Md. 2001): held that whether an IRU was t6 be accounted for as a "sale" or a "service

(. . . continued)
1999).

4 See, also, MCI Telecomms. Corp. v. BellSouth Telcomms., Inc., 7 F.Supp.2d 674,679-80
(E.D. N.C. 1998) the district court found that dark fiber was a "telecommunication service." Id.
at 680. MCl Telecomms. Corp. v. Michigan Bell Tel. Co., 79 F.Supp.2d 768,783-84 (D. Mich.
1999).
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turned on "whether a particular IRU between the parties contained provisions resulting in
a transfer of title."

(ii) Tax:

• Frederick W. Quattlebaum, Ventures on the High Seas: US Federal Tax Treatment of a
Sale ofIRU Capacity, 1192 PLI/Corp 583 (2000) ("PriceWaterhouseCoopers, IRU Tax
Treatment"): For federal tax law purposes whether an IRU involves a sale, lease or
service, turns on a number of considerations of which duration is only one. Equally, if
not more significant, are issues of ownership and control: where an IRU conveys to the
service recipient only a right to use an assigned amount of capacity while the service
provider is responsible for maintenance, replacement and repair, and the service provider
can utilize the underlying assets to provide services to entities unrelated to the service
recipient, the IRU is likely to be a service agreement.

D. Qwest's claims that the Commission approved these IRU arrangements in
the Qwest Merger Orders is specious:

1. The April 14 2000 Divestiture Plan:

(i) Qwest did not disclose any intent to enter into the types ofIRUs Qwest
entered into with TA and others. The only IRUs described in the Divestiture Plan:

• Past sales that it could not unwind (in a footnote identifying a single transaction, Project
Abilene, involving the UCAID - University Corporation for Advanced Internet
Development - IRU); and

• As to future sales, after quoting from the Non-Accounting Safeguards Order regarding
IRUs that involved "the one time transfer of ownership and control of an interLATA
network" stated that it "intends to continue selling similar telecommunications services."

(ii) AT&T specifically addressed the UCAID IRU in its discussion of the
proposed joint provisioning of Internet service, noting that to the extent the UCAID IRUs
involved Qwest in providing in-region, InterLATA Internet Backbone service, they would
violate Section 271. The Commission approved this portion of the Merger because. "Qwest
states that 'at divestiture it would discontinue -the provision of any prohibited in-region
interLATA backbone service crossing U S WEST LATA boundaries.'" (Paragraph 37).

With respect to Qwest serving as an Internet service provider (ISP), the Commission noted that
Qwest represented to it that it:

"will hand its traffic off to the GSP. The GSP will carry the traffic across in-region
LATA boundaries and then out-of-region to the Internet using its own network or "via its
arrangements with other [Internet] backbone providers." Neither GSP will direct traffic
to a Qwest router out-of-region.... We note that Qwest states that in the future, it may
"provide Internet service to in-region customers on a different, but legally permissible,
basis from the arrangements that will apply at divestiture." If Qwest does decide to
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change these arrangements we require that it notify the Chief of the Common Carrier
Bureau prior to making such a change."

(Paragraph 38).

2. The March 29, 2000 ex parte meeting with the Commission:

(i) Qwest's own version of the story indicates that representatives referred to
Qwest's "past" IRU agreements always emphasizing they "conveyedpermanent property
ownership rights in such networkfacilities for the economic life of the facilities." Their version
carefully indicates only that "[t]he FCC staff members present generally assented that such
activities would be consistent with Section 271, under established precedents governing capacity
IRUs."

(ii) The Touch America representative who attended the meeting denies that
any such conversations occurred. Kenneth L. Williams Declaration

3. The Commission's June 26 Merger Order

The Order never refers to lit fiber capacity IRUs either generally, or in terms of the
Qwest IRUs at issue here. The Commission therefore could not have approved of the IRUs.

4. Qwest's Concealment of the IRUs

Qwest went to great lengths to conceal the true nature of the IRU arrangements it planned
to use post-merger. Although by its own admission Qwest contemplated entering into a lit fiber
capacity IRU agreement with a potential buyer as early as February 2000, Linda Oliver
Declaration, Qwest waited until mid-June 2000 to formally begin negotiations with Touch
America (i.e., after the time for submitting Comments on the merger had lapsed but weeks before
the Commission issued its Order) and held off signing that agreement until a few days after the
Commission's June 26 Merger Order was issued. Kevin Dennehy Affidavit. Failure to submit
the lit fiber capacity IRU arrangement with Touch America violated Qwest's obligations under
the March 10 Merger Order, which required full disclosure of the relevant arrangements
between Qwest and Touch America, ~ 25: "In addition to information on the divestiture, we
expect the Applicants to be forthcoming and provide information on any business arrangement,
beyond customer support, that would implicate a section 271 issue."

II. Qwest Has Also Unlawfully Provided In-Region InterLATA Service Through The
Guise of Corporate Communications

1. Used to provide in-region interLATA "corporate communications traffic" for
unaffiliated companies such as ANR Pipeline, Star Telecom, Touch America, ICG
Communications, Primus Telecommunications, Cais Internet and Electric Lightwave.

2. These services are not permissible Official Services or incidental interLATA
services.
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III. Qwest Has Also Unlawfully Provided In-Region InterLATA Service Directly:

1. In the most recent audit, the auditor identified 657 account records as having
prohibited in-region service component codes (almost 200 more than identified in 2001), and that
in-region private line services for 330 customers (almost 70 more than identified in 2001) were
"billed and branded as Qwest services." March 11 2002 Arthur Andersen Audit Report, Att. 1 at
3. Qwest is still holding revenues for customer traffic that Qwest had branded, billed and
collected for itself, but which rightfully belongs to Touch America.

2. The most recent 2002 audit also noted "that certain invoices during 2001 for
approximately 1,000 customers who subscribe to Internet-related services did not include a
separate Global Service Provider ('GSP') charge for in-region interLATA traffic carried by
Touch America" (representing approximately $2 million in 2001). If true, this violates Qwest's
representation concerning how it would structure the GSP arrangement in order to avoid a
Section 271 violation.

IV. Qwest Concealed from the Commission Its Intent to Keep Touch America
Dependent on It.

1. Qwest affirmatively represented in the Qwest's Divestiture Compliance Report
that under that Plan "Qwest has further protected Touch America's ability to maintain a viable
independent business within the region without restricting Touch America's ability to grow its
business for national accounts."

2. Qwest assured the Commission that it would provide Touch America with
licenses and data processing services so that "Touch America representatives will be able to
utilize the existing Qwest databases to maintain accounts for existing Touch America customers,
set up new accounts, obtain access to call detail records and other customer data in order to
provide customer service, and engage in certain other provisioning activities" and that security
precautions would be implemented "to ensure" that Qwest staff would not have access to this
information. But Touch America was apparently forced to rely on Qwest for its own customers'
CPNI information and for access to customer information for "Common Existing Customers."
Moreover, Touch America was apparently not provided with critical reporting functionalities
and/or access to four other database systems as to which Touch America was licensed and which
are necessary for Touch America to adequately service the Transferred Customers.

3. Qwest assured the Commission that under the Bilateral Wholesale Agreement
Touch America was not required to purchase out-of-region capacity on a wholesale basis from
Qwest. But Qwest's undisclosed billing system structure apparently precluded Touch America
from billing the transferred customers if it used a third party off-net provider for out-of-region
capacity.

4. Qwest represented to the Commission that it would lease to Touch America four
circuit switches, but this apparently did not occur. Rather, Touch America apparently was
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granted only limited functionality that did not provide Touch America with the kind of
operational control over the switches that would allow Touch America to perform the 'core
functions' associated with the operational management of a switch. Thus, Touch America could
not implement least cost routing decision and could not verify costs and revenues associated with
the traffic routed through the switches.

5. Qwest forced Touch America to purchase lit fiber capacity IRUs from Qwest
rather than obtaining capacity from third party carriers as Touch America had intended. Qwest
also apparently forced Touch America to purchase billing and collection services from it even
though Touch America sought out other vendors who offered lower rates.

V. The Commission Must Remedy these Violations.

1. Issue a Notice of Apparent Liability regarding these material violations.

2. Impose sanctions on Qwest for any and all violations of the Qwest Merger Orders
and Section 271.

3. Open an investigation into Qwest's candor in these proceedings and impose
appropriate sanctions for any Qwest misrepresentations in the merger proceedings.

-7-



Issue Date:
Document Title:
Issues

03/21/2002
Testimony Concerning Telecommunications Accounting

Testimony Concerning
Telecommunications Accounting Issues

by John M. Morrissey
Deputy Chief Accountant, U.S. Securities and Exchange Commission

Before the Subcommittee on Oversight and Investigations
Committee on Financial Services

March 21 , 2002

Chairwoman Kelly, Ranking Member Gutierrez and Members of the Subcommittee:

I am pleased to appear before you on behalf of the Securities and Exchange Commission ("SEC"
or "Commission") to testify concerning several accounting issues affecting the
telecommunications industry. As the Subcommittee has requested, my testimony will address: 1)
the accounting by providers of telecommunications capacity for the sale of an indefeasible right of
use C'IRU") of such capacity, 2) the accounting for nonmonetary transactions, including "swaps, II

and 3) the reporting of pro-forma financial information.

Global Crossing Ltd. has disclosed that the SEC is investigating certain issues associated with
Global Crossing's accounting and disclosure practices. Any further information relating to such an
investigation would be nonpublic and, accordingly, my statement will be confined to the public
record·l

Transparent Financial Reporting Protects the Financial Markets

A primary goal of the federal securities laws is to promote honest and efficient markets and
informed investment decisions through full and fair disclosure. Transparency in financial
reporting, that is, the extent to which financial information about a company is available and
understandable to investors and other market participants, plays a fundamental role in making
our markets the most efficient, liquid, and resilient in the world.

Transparency enables investors, creditors, and market participants to evaluate the financial
condition of an entity. In addition to helping investors make better decisions, transparency
increases confidence in the fairness of the markets. Further, transparency is important to
corporate governance because it enables boards of directors to evaluate management's
effectiveness and to take early corrective actions, when necessary, to address deterioration in the



financial condition of companies. Therefore, it is critical that all public companies provide an
understandable, comprehensive and reliable portrayal of their financial condition and
performance. If the information in financial reports is transparent, then investors and other users
of the information are less likely to be surprised by unknown transactions or events.

Investors and creditors expect clear, reliable, consistent, comparable, and transparent reporting
of events. Accounting standards provide a framework that is intended to present financial
information in a way that facilitates informed judgments. For financial statements to provide the
information that investors and other decision-makers require, meaningful and consistent
accounting standards and comparable practices are necessary.

Recent press articles have raised questions about the transparency of the accounting and
disclosure practices followed by Global Crossing. In light of these articles, I would like to review
the accounting by providers of telecommunications capacity for an IRU of such capacity, the
accounting for nonmonetary transactions, including "swaps," and the reporting of pro-forma
financial information.

Telecommunications Capacity Purchase and Sale Agreements

The expansion of fiber optic communications increased the frequency of transactions involving
the "sale" of network capacity. The granting of an indefeasible right to use such network capacity
is often referred to as an "IRU." Pursuant to an IRU, an entity purchasing network capacity has
the exclusive right to use a specified amount of capacity for a period of time.

Accounting by the purchaser of network capacity pursuant to an IRU has not raised significant
accounting issues. An entity purchasing capacity would typically record the amount paid for the
capacity as an asset,g and amortize that asset by charges against income over the period of
benefit, which would normally be the term of the capacity agreement.

For the provider of the capacity, the fundamental accounting issue related to an IRU is when to
recognize revenue. That determination can be quite complex but can be boiled down to two basic
questions: Is the IRU a lease oris it a service contract? And, if it is a lease, what kind of lease is it
- a sales-type lease, for which revenue is recognized up-front, or an operating lease, for which
revenue is recognized over time? Please allow me to elaborate on the details:

Step 1-Service contract or lease?

As I previously stated, the first step in determining when to recognize revenue is to evaluate
whether the contract between the provider and purchaser of the capacity is an arrangement for
the provision of a service or a lease. Although service contracts may have attributes similar to
those embodied in leases, the accounting results may be dramatically different for service
transactions than for leases.

Accounting for service contracts: Under generally accepted accounting principles ("GAAP"),~

revenues associated with long-term service contracts are generally recognized over time as
performance occurs. The accounting guidance as to when to recognize revenue for service
contracts is limited, but can be primarily attributed to the conceptual framework of the FASB and
a paper published by the FASB on accounting for service contracts. The SEC staff communicated
its views on various issues related to revenue recognition for service contracts in Staff Accounting
Bulletin No.1 01.1

Accounting for leases: FASB Statement of Financial Accounting Standards ("SFAS") No. 13,
Accounting for Leases, and the related interpretations of this standard, provide the relevant
GAAP for lease accounting, including the definition of a lease. This accounting literature defines a



lease as an agreement conveying the right to use property, plant or equipment for a period of
time, and specifically excludes agreements that are contracts for services that do not transfer the
right to use property, plant or equipment.

To the extent that a network capacity contract conveys to the purchaser the right to use specific
identifiable assets§ for a period of time, providers of this capacity have concluded that such a
contract meets the definition of a lease. If the network capacity contract does not convey to the
purchaser the right to use specific identifiable assets, the contract would be viewed as an
arrangement for the provision of services, and revenue would be recognized over the period of
the contract as the services (the access to the network capacity) are provided.

Step 2-lt is a lease, but what kind of lease?

For capacity contracts that meet the definition of a lease, the next significant accounting
consideration is the determination of the appropriate lease classification. In a network capacity
contract or arrangement that meets the definition of a lease, the capacity provider is the lessor,
and the capacity purchaser is the lessee. From the lessor's perspective, there are two general
types of leases - sales-type leases and operating leases.

Sales-type leases: -In a sales-type lease, which gives rise to manufacturer's profit, the lessor
records the fair value of the leased assets as revenue upon inception of the lease. The cost (or
carrying amount) of the leased assets is charged against income in the same period that the
"sale" is recognized. Sales-type lease accounting reflects in the financial statements of the lessor
a sale or financing when substantially all of the benefits and risks incident to the ownership of the
leased property have been transferred to the lessee.

Operating leases: Alternatively, in an operating lease, the lessor continues to record the leased
assets on its balance sheet, subject to the lessor's normal depreciation policies. The minimum
lease payments are recorded as rental revenue by the lessor over the lease term, typically on a
straight-line basis. Operating lease accounting is similar to service contract accounting.

For a network capacity transaction to be appropriately classified and accounted for as a sales­
type lease, certain specific criteria must be met. Otherwise, the transaction must be classified and
accounted for as an operating lease. Further complicating the issue, these criteria differ
depending on whether the leased asset is considered equipment or real estate. Under SFAS No.
13, and the related interpretations of this standard, a lease of real estate must transfer title in the
leased assets to the lessee in order to be classified and accounted for as a sales-type lease by
the lessor. Equipment leases need not transfer title in the leased assets to the lessor in order to
be classified and accounted for as sales-type leases.

Real estate or equipment: The FASB issued Interpretation No. ("FIN") 43 in June 1999 which was
effective for transactions entered into after June 30, 1999.§ FIN 43 provides interpretive guidance
on the definition of real estate for accounting evaluations. This guidance, along with additional
interpretive guidance provided by the FASB's Emerging Issues Task Force ("EITF"),Z has the
general effect of rendering the assets subject to telecommunications capacity agreements as real
estate for accounting purposes. When the interpretation in FIN 43 and the related EITF guidance
became effective, many telecommunications capacity sellers concluded that they were unable to
meet the title transfer requirement for the assets subject to the IRU and, therefore, were required
to account for subsequent capacity sale transactions as operating leases. Prior to FIN 43, the
assets subject to telecommunications capacity agreements were generally viewed as equipment,
and frequently, providers of capacity accounted for these agreements as sales-type leases.

Industry Practice



In addition to these changes in the accounting rules, as the industry evolved, many capacity
providers changed their service offerings to permit more flexibility than was previously available in
fixed, point-to-point capacity sales. Because these more recent service offerings typically do not
grant the purchaser of such services the right to use specific identifiable assets for a period of
time, these arrangements fail to meet the fundamental conditions for being treated as leases, and
instead are considered executory contracts (that is, contracts for the provision of services, which
are specifically excluded from the lease accounting literature). Therefore, the sales-type lease
accounting model may not be appropriate for more recent capacity contracts.

In administering the federal securities laws, the Commission staff has reviewed public filings of
telecommunications network capacity providers and suggested that certain disclosures be made
so that the accounting policies of telecommunications capacity providers are transparent to
investors. In addition, the Commission staff has worked closely with the private sector accounting
standards-setting organizations to identify issues related to the accounting for
telecommunications capacity purchase agreements, and to resolve those issues in a manner that
is in the best interests of investors. Two accounting issues have been addressed and resolved by
the EITF that primarily relate to IRU accounting..§ Other issues on the EITF's current agenda
could have an impact on the industry's accounting practices.~

Accounting for Nonmonetary Transactions

Several recent articles in the financial press have focused on the business practices of
telecommunications companies "swapping" network capacity.10 Many of these articles suggest
that the companies entering into these transactions may have inappropriately inflated their
operating results by recognizing revenue for the network capacity sold, and recording long-term
fixed assets for the capacity purchased. While I cannot comment on specific transactions, my
testimony seeks to provide an overview of the accounting literature that addresses the accounting
for exchanges of nonmonetary assets.

In general, GAAP requires that the accounting for the exchange of nonmonetary assets be based
on the fair value of the asset received or given up, whichever is more reliably determinable.l1
One of the exceptions to this general principle is an asset exchange that does not represent the
culmination of the earnings process. For example, an exchange of an asset held for sale in the
ordinary course of business (such as inventory) for an asset to be sold in the same line of
business. Furthermore, the exchange of a productive asset not held for sale for a similar
productive asset also is not viewed as the culmination of the earnings process. These types of
nonmonetary exchange transactions are required to be accounted for based upon the recorded
amount, or book value, of the asset relinquished.

The simultaneous exchange of nonmonetary assets along with equal amounts of cash
consideration between the parties to an exchange would raise significant "substance" over "form"
questions. When cash consideration is exchanged between the parties to a transaction
concurrently with an asset exchange, questions may arise as to the substance or business
purpose of the transaction structure, and whether that structure has an economic purpose or is
designed solely to remove the transaction from the scope of the accounting literature governing
nonmonetary asset exchanges.

In these situations, a careful analysis of the specific facts and circumstances surrounding the
transaction would have to be made. To the extent that the "check swapping" between the parties
lacks economic substance, such a practice should not alter the accounting for such exchange
transactions. In other words, the accounting rules for nonmonetary asset exchanges should be
followed. These rules require that certain conditions be met in order for the transaction to be
accounted for at fair value.



In order to conclude that a network capacity swap transaction should appropriately be accounted
for as revenue and a capital expenditure at fair value, a company entering into such a transaction
would have to reach the conclusion that: 1) the network capacity received in the exchange will not
be sold in the same line of business as the network capacity given up in the exchange, 2) the
network capacity received in the exchange is a productive asset that is dissimilar to the network
capacity given up, and 3) the fair values of the assets exchanged are determinable within
reasonable limits. Capacity swap transactions likely include complex terms that would require a
diligent analysis and professional judgment to determine the proper accounting treatment.

Companies that engage in material nonmonetary transactions during a reporting period are
required, under GAAP, to disclose, in the footnotes to the financial statements, the nature of the
transactions, the basis of accounting for the assets transferred (that is, fair value or book value),
and gains or losses recognized. GAAP also requires that information about all investing and
financing activities of an enterprise that affect recognized assets or liabilities but that do not result
in cash receipts or payments, such as nonmonetary asset exchanges, be disclosed in the
footnotes to the financial statements.

Furthermore, the Commission's rules require registrants to include in their public filings a section
entitled Management's Discussion and Analysis of Financial Condition and Results of Operations
(IIMD&A").12 In MD&A, registrants are required to discuss the known trends, demands, events,
commitments and uncertainties that are reasonably likely to materially affect a registrant's
liquidity, capital resources, and results of operations. To the extent that nonmonetary exchange
transactions have a significant impact on a registrant's liquidity, capital resources, or results of
operations, disclosure of these transactions in MD&A would be required.

Pro-forma Financial Information

Recent press articles have also focused on Global Crossing's use of IIpro forma" financial
information in its earnings releases. "Pro forma," in this context, generally refers to the
presentation of earnings and results of operations on the basis of methodologies other than
GAAP.

IIPro formall financial information can serve useful purposes. Public companies may quite
appropriately wish to focus investors' attention on critical components of quarterly or annual
financial results in order to provide a meaningful comparison to results for the same period of
prior years or to emphasize the results of core operations. There is no federal securities law
prohibition preventing public companies from publishing interpretations of their financial results or
publishing summaries of GAAP financial statements.

Nonetheless, the Commission is concerned that IIpro formall financial information, under certain
circumstances, can mislead investors if it obscures_ GAAP results. Because this "pro forma"
financial information by its very nature departs from traditional accounting conventions, its use
can make it hard for investors to compare an issuer's financial information with other reporting
periods and with other companies.

The Commission has cautioned companies and alerted investors to the potential uncertainties of
IIpro forma" financial information. Most recently, on December 4, 2001 , the Commission issued
cautionary advice that companies and their advisors should consider when releasing IIpro forma"
financial information.~ Among other things, this release reminded companies and their advisers
that:

First, the antifraud provisions of the federal securities laws apply to a company issuing "pro
forma" financial information. Because "pro forma" information is information derived by selective
editing of financial information compiled in accordance with GAAP, companies should be



particularly mindful of their obligation not to mislead investors when using this information.
Recently, the Commission concluded its first pro forma financial reporting case ever, regarding
the issuance of a misleading earnings release by the Trump Hotel and Casino Resorts, Inc.14
This action demonstrated the Commission's commitment to address the dangers of "pro forma"
financials.

Second, a presentation of financial results that is addressed to a limited feature of a company's
overall financial results (for example, earnings before interest, taxes, depreciation, and
amortization), or that sets forth calculations of financial results on a basis other than GAAP,
raises particular concerns. Such a statement misleads investors when the company does not
clearly disclose the basis of its presentation. Investors cannot understand, much less compare,
this "pro forma" financial information without an indication of the principles that underlie its
presentation. To inform investors fully, companies need to describe accurately the controlling
principles. For example, when a company purports to announce earnings before "unusual or
nonrecurring transactions," it should describe the particular transactions and the kind of
transactions that are omitted and apply the methodology described when presenting purportedly
comparable information about other periods.

Third, companies must pay attention to the materiality of the information that is omitted from a
"pro forma" presentation. Statements about a company's financial results that are literally true
nonetheless may be misleading if they omit material information. For example, investors are likely
to be deceived if a company uses a "pro forma" presentation to recast a loss as if it were a profit,
or to obscure a material result of GAAP financial statements, without clear and comprehensible
explanations of the nature and size of the omissions.

Fourth, public companies should consider and follow the recommendations regarding pro forma
earnings releases jointly developed by the Financial Executives International and the National
Investors Relations Institute before determining whether to issue "pro forma" results, and before
deciding how to structure a proposed "pro forma" statement. A presentation of financial results
that is addressed to a limited feature of financial results or that sets forth calculations of financial
results on a basis other than GAAP generally will not be deemed to be misleading merely due to
its deviation from GAAP if the company in the same public statement discloses in plain English
how it has deviated from GAAP and the amounts of each of those deviations.

With appropriate disclosure, accurate interpretations and summaries of GAAP financial
statements benefit investors. Our cautionary advice is part of our ongoing commitment to improve
the quality, timeliness, and accessibility of publicly available financial information. At the same
time, the Commission is focusing on ways in which our current periodic reporting and disclosure
system can be updated to fill the void that "pro forma" statements may be attempting to fill.1§

Conclusion

Many of the accounting issues surrounding the accounting for telecommunications capacity
contracts are complex, and I have provided only a brief summary of some of the more significant
issues. We very much appreciate your prompt action and interest in the current issues that impact
financial reporting and our capital markets. You can be assured that the SEC staff takes very
seriously allegations of financial reporting improprieties by public companies. Furthermore, in our
oversight capacity, the SEC staff will continue to monitor developments in the accounting
practices of the telecommunications industry, and provide recommendations for issues that need
to be addressed by the accounting standards-setting organizations.

Endnotes



1 The information contained in this statement concerning Global Crossing's accounting practices
is based upon publicly available information.

g Depending on the nature of the capacity purchase agreement, the purchaser would possibly
record either a fixed asset, such as property, plant, and equipment, or a prepaid expense.

~ While the Commission has the statutory authority to set accounting principles, for over 60 years
it has looked to the private sector for leadership in establishing and improving accounting
standards. The quality of our accounting standards can be attributed in large part to the private
sector standards-setting process, as overseen by the SEC. The primary private sector standards­
setter is the Financial Accounting Standards Board ("FASB").

1 See Staff Accounting Bulletin No.1 01, Revenue Recognition in Financial Statements,
December 3, 1999.

§ For example, a specific fiber or wavelength of light within a fiber-optic cable network, along with
the conduit through which that cable passes, the land on which the conduit rests, and a specific
component of the telecommunications equipment at each end of the cable necessary to transmit
data over the network, would represent specific identifiable assets.

§ See FIN 43, Real Estate Sales, an Interpretation of FASB Statement No. 66.

ZSee EITF Issue No. 00-11, Lessors' Evaluation of Whether Leases of Certain Integral
Equipment Meet the Ownership Transfer Requirements of FASB Statement No. 13, and EITF
Issue No. 00-13, Determining Whether Equipment is "Integral Equipment" Subject to FASB
Statements No. 66 and No. 98.

§ See footnote 7.

~ See EITF Issue No. 01-08, Determining Whether an Arrangement is a Lease, EITF Issue No.
01-04, Accounting for Sales of Fractional Interests in Equipment, and EITF Issue No. 00-21 ,
Accounting for Revenue Arrangements with Multiple Deliverables.

10 See, for example, 1I0pticai Illusion? Accounting Questions Swirl Around Pioneer In the
Telecom World,1I The Wall Street Journal, February 13,2002, and, IILosing a Grip on the Fiber
Optic Swap," The New York Times, February 18,2002.

11 Accounting Principles Board (the predecessor to FASB) Opinion No. 29, Accounting for
Nonmonetary Transactions, provides relevant guidance on the accounting for these types of
transactions.

12 See Regulation S-K, 17 CFR, Item 303.

13 See Financial Reporting Release No. 59.

14 See Accounting and Auditing Enforcement Release No. 1499.

1§ See Testimony of Harvey L. Pitt, Chairman of the U.S. Securities and Exchange Commission,
Concerning H.R. 3763, the "Corporate and Auditing Accountability, Responsibility, and
Transparency Act of 2002," Before the House Committee on Financial Services (March 20,
2002), explaining the Commission's disclosure initiatives.
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~Vefltu~es on the High Seas .
u.s. Fedpral tax treatment of a sale of IRU capacity
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:By: Fredefick w:. auatUebaum.. Partner, Tax and LegalSertlices (fLS) and ­
David ~dqu;st,SeniQr Manager, Tax and Legal Services (TLS)
frice"'{sterhouseCoopers (San Francis~a)

i.

. I

-As Ihternationai demand for data and valce communications grows, ~he business of
bUiJ~ingand operating transoceanic telecommunications cables is bl;Jrgeonlng, with
inve~tment in undersea fiber deployment expected to top US$27.5 bTlllon over the ne t
fourysars. In this anicle, one in a serif)s regarding thelssues entail~d in this comp/B): and

.increasingly competitwe business, We examine key U.S. tax issues encountered by ,
sellers and purchasers of indefeasIble rights ofuse (JRUs), the chief;means for seJ/ln·
cap~cit.Y on transoceanic cables. .

&...- ------~...-_---------...----------------'"'"""f1tt""-...-
I

: I j'

Transoceanio cables, once the domain of consortia of national telecommunications companies~ are nl W
being bunt and marketed by an array Df telcol.. The 'global trend·to deregulate telecom. combined witt
unpr~e"tecldemand forlransmisslon capacity. has resuRed In a·dramatic increase in construction. bf

,trans~eeanio cables.. Demand forboth transatlantic and transpacific capacfty Is doubting annually. dri .en
to a I~rge extent by the Intemet and increased transmission of data traffic. '

Ca~aclty on these cables, once divided on a cost..sharing basis between national'teleos, is now comn. only
marketed through indefeasible rights of use (tRUs). In most ccmmercial Btrangeme.,ts. purchasers of RUe

, bear:the risk of failure· of the cable and assist in flnancing construction by making advance payment t I ~fore
, eonstruction begins. The company that develops the cable and grants the IRusmalritains legal title tc and

centrol over the assets. . :

This 'paper con&lde'r$ the U ,s~ federal Income tax treatment of a sale of IRU capacity on a
teJecomm.unl?aticns cebls, with particular emphasi~ on transoceanic cables, There are three possible
char~cterlzatlons of a sale of an IRU over a transoceanic fiber optic cable--a sale of property, a leas. of
property, or a sale of service-each of which has been used by various players i~ certain circumstanc ~S,

zoo~
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• The purchaser 1& responsible for the operation a~d, maintenance oosti incurred during the term of e
IRU. :

to both good and ill effect The difficulty in analyzing tl1e appro~rtate tax treatment is In the-fact that a :
lRU does not easily fit the deflnitton of any of,tl1e three. :

e When an IRU is granted. no prOPria~ry interest changes hands, so a sats of an IRU is not purely
analogous to the sale ofproperty,

• - 'An IRU ,Ie not exactly like 'a lease because the holder does nat acquire eX~lusive rignts to the
transoceanic cabJe_ ! ;'

• Because the grantee' typicany receives no refund of the eost of theJRU if the cable ceases to func on,
anlRU does not exactly resemble a service either. L

'Further, the transmission qf data alcng the cable is vfrtYi!'Y ins!antaneoUB and completely automated. nd
theref~re does nct actually.rely on the ac~onsofeiiher party. - _.' ....~.., , I

·8eca4se the tax treatment af the sale of anlRU can ,vary greatly depenclrng an hoW the transaction is
structured, tax planning should always be part ofdraftlng antRU agreement. Some have used th~ :.
dffferenoes in characterization 'to their advantage. while others have fallen lntohldden tax traps. To a Id
:these, various factors go into determining how IRUs should ba characterized. .

~ ,

\
\

Characterizing the sale ~1IRUS
. i

iRtJs are created contractually, f~ther than throughfegislaticn or resula~on. Ther~fore, each IRU (ev7, for
capacity on the same cable) can 'fJ$ unique. Howevar, mast IFeU arrangements hays ~ertain features J !

common. For the purpose of sJm"nclty in our an~lyeisl we wIll assume that JRUs aregenerany structur d
as follows: :l . ,~

I I

• i

'. The pllrohaser receives a rigtt\ to use an assigned amount of capacity on ateleccmMunicatlons c Ie
in exchange for payment or payments before or on the ~ate the cable is first ready for service.

• 'No prOprietary interest in the physical Qable or its underlying a~sets is tlllns1erred to the purohase

• Tt.te purchaser bears the risk of malfunction or failure af the cable during the term of the IRU.

. . .
I "

'Two retatedfsotors are very important in ~haracterlzjng th~ transfer or an IRU interest: tne period for . ich
the IRU is granted and the estImated economic usefiJllife of the underlying cable. Generally. when an RU
is sr~nted far subste1ntlally theentirs'economic usefql Ufe of the cable. the probable (although not deft ~ te)
result Is that thesranting of the IRU is B sa/ecftheunderly;ng cable and associated assets. However,
when 'an IRU is granted for a period thetis significantly lass than the economk: useful Ufe 01 the cable,' he
IRU is more properly characterized as a lease or the provision ofaservice,. -

, ., . ,

Although it is generally ·assumed within the industry that a cable constru~d today will have an econo ic
useful life of 10 to 16 years. it is impossible to be certain how long a cable will be used. If the cost of
transmitting data continues to decrease at its current rate, purchasing capacity on a new cable could .
become more eCQnom;cal than paying the operation'snd maintenance fees charged for use of a eablei hat
Is 5 'or 10 years old. In this case, the economic useful life of the eXisting cable would arguably end at t i is

Page 2

tOO~



j
; .

I .'

!pOint!becaus'e the falr market value of the cable WO~'d lj$ close to $0. For tax purposes. however. th~i
critica\ factor is the estimated lite at the time of the fRU purchase. .

, ... 1"
Slates vary in their treatment ofIRU~. • some following the federal determine tlcn

.and same don't: some even treat the IRU one way for income tax, purposes a" Id a
different way for ather taxes, sLich as property tax or sales and use taxes.

:To a~~IYZe the tax treatrneflt for IRUs. we. considered the following questions:
. . ,

. IS rna sale ofan IRU a sale ofths.underJying propeny.7

Far u.s. federal tax purposes. the determination of whether it is a sale depends on:,

• The length of the IRU.
t

I

'. The terms of any periodic operation and maintarance (O&M) p~yments that .V'ill be passed throu~: nto
the IRU holder.. ' : I

: I

• The otner beneflts and burdens of ownershJp that Indicate who Is considered the owner of pn:lpen' for
faderal tax purposes, including (1) Whether it C:Eln be transferred, (2) Who bea~ the risk of Joss ~n .
damage. (3) who retains the residual value (the economic upsIde), (4) who has pos.se$SIOn and c ntrol.
and (5) how the patties treat the transaction. : ' :'

States vary In their treatment of JRUs-some folloWing the federal det8rmJnation land $ome don't 50r e
even' treat the IRU one way for income tax purposes and a different way for gther taxes, such as proF i)rty
tax csr sales and use taxes,

There Is no clear fedetalauthority on the tax treatmentof income dBrlvad fram tile granting of an IRl for
, ,property for a period greater than the eccnomle usefUl life of that property. General principles therefo e
determine hQwtocharacleri2e the income. Tax authorities generally.disregard the form or rabel of 8
transaction It It is inconsistent with the economic substance of the transaction. ; ,

Whether the assets underlying an IRU are consicfered sold 'to th" purehaserfor tep= pL1rpo~es depenij~ on
: whethartha «9conomJc owner of thaproperty is the purchas.r or ·seller Qf .the lRU. TI,U5, it is necessar to

determine Which Is the economic owne'ra It is not unusual-for one entity to h~ld bare ,legal title for regL atory
, or commercia' purposes while another entity has the true economic ownership of property. The relati~ ~

benefits and burdens of owners~fphave previously ·been L!Sed, to designate the economic o~ner ~fal
aase~ 1 The benefits of ownership include the absolute right to negoHate or arrsnse for the dlsposlttorl of
the asset and the right to realize appreclatlon In the market value of the asSet, The burdens include tI ~
rlsk of loss. the riSk of the legal lIabJiltysrising from'the use of the property, and flte risk of non­
performance of various obJlga~ons.2 ThUS, agafn, not alllRUs can be charactenzea the same way.
The Supreme Court put fcrth el··&tan~ard--the economic substance te$t..-and stepped away from th@. ~trict
balancing of benefits and burdens, The eCQnomic 3ubstance test holds that, when there ;s a genuine'
transaction with economic sUbstancs, rather than one shap~d solely to achieve tex avoidance with ,I

~ HQJWiring ~ Ua%Srus1 :aca u.s, 252 (1aaS). Sun 01/ eD, v Commlss/J)nar, 0562 F.2d 258 (3d Clr. 1eT7)~t=eft. dsnJed, 436 u.s. e~: 19n),
In Fran/<. Lyon Co, v. U,S.,438 U.S. 561197B and Hilron \I. CommissJo"er. 74 T.C. 308. 346 (~geO). ~.
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meaningless labelsettached, the aJlocation of riShts and Q~ties by the parties should .be respected. La: r
court decisions condensed the econcmlr; $ubstance tes1 by restatins the inquiry as whether the transa; tiera
has any practical economic effects.3

One federal ruling did consider IRUs but assumed Without comment that the IRU purchaser "owns" a ,
.. portian of th~ cable. 4 The Federal Communications C9mmission (FCC) also seems to consider an IR .

purchaser to be an owner of the cab'e~s In 1983. the FCC, in considering whether. private carriers sho: d
be permitted to purcha~~ JRUs, found that-a polley sllowing non-csrrierlRUs would after those curren:
customer/carrier relations by opening a new class of ownership and operation. (fanhanced..service. ;
providers avail themselves 'of such a policy, they win be transfcrmed from users to owners of fseiutles

r

:As m~nt,onEldabove. a key determinant in IRU sale characterization is the duratiQn of the IRU. Under
general federafprinc;ples, if the rRU will last for a period equal to'or greater :than theestimaled econo, ic
life of:the cab1e. the purchaser is considered to have most of the rewa4rds of :Qwnefship. One potential
reward such a p.urchaser d,oes not have i$ the resah!!..value of t.he underlyine asse\s upon termination tl1*
fRU. As discussed above, however. after a few years, thIS value is probably quite 'aYI. Thus 1 frorn an I

economic-substance Viewpoint. the purchaser Is likely to be ilia owner of the prop~rtyfor tax purpose
; I

.One additional potential reward that does not Inure to the purchaser Is the value otenhanced transmi I ian
capacity on s cabre. JRUs ere granted fer an assigned amQunt ofeapacity (in megabits per second) ra er
than a percentage of tota\ capacity on a cab~e. AJthough the capaoity ona cable ",sy be fully subscrib d
when:fiJljt placed in service, With subsequent technical enhancement,·additional ~I'aclty could later b ~

_Clgated and sold by the Qriginal granter of the IRU to both existing" and newlRU h9lders. This possibU" is
fundamentally at·odds with the view that the 'e]cogranting IRUs is simply seiling the, underlying asset he
cable)·tothe purchasers, end this could result in characterization as a lease or aerfvlca agreement.

I

Is ["9 sa/a ofan IRU a lease DC 8 S8/a Q(S@ndess2 :

If the ,arm of the IRU. or other facto",. Indicate that it is not a'sale at the Underlyjn~ property. then It i
either. s lease of the property or a sale ·01 services. The distinction between a leas~ gf propertY and a Ie
of s~rvic~s is de~rt'With in IntemalRevenue Code (IRe) §1701(e) and theunderIYi;"9 regulations.

E$seritiaJIY. the ecanamlc s~bstanc:eof the IRU agreement determines whether th~ agreement is a
contract for services or a lease of property. A c;cntractfor services can be characterized as a lease fo '
lncome tax purposes, The fi:lctol'$ re1evant to such a ;recfassiflcatlcn ioclude:

1. PhyJlical PQs8eISian
2. Control of the property
3. EconomIc or possessory interest
4. Substantial risk of nonperfDrmance I

5. Concurrent use of the property
6, Contract pnce. .
7. Other relevant facts and circumstances

No one factor determines the proper characterization. Also, the same fact may support tne presence 0:
absence of more than one·af these criteria. Based on the facto~ described below. it appears tnat a tY I al
long-term IRU that is not treated as a sale of the undel1ying assets would be considered a lease -rattierl

. i- .,

:J 62C~$ \I. CommlSGJener, asp.3d 982 (8" elr. 1996) revg. fi4.T.C.M, 1003 (1992).
• GeM SB334 (July 2. 1915), .
l) In the M~tter ct International CommunlClUons PoliCies Governing Designation of Raccgnlzed Private o~rating Agencies, Granu: 0; RUs
in In'tgmaUonal Faciliiieesnd Assiiinment of Date Network lOentfficawn CQdes, S6FaC.C.3d fiZ7 ('$9a). ..
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than a service contract, However, it is necessary to coneider the facts of any particular tRU before
determining whether lease or services characterization Is mora approprIate.

1. Physical eoss·sesjon

Physical possession of the property by the sSIVice recipient J$.lndicative or a tl9ase. A service recipient has
.. phY$i~1 possession of property if that property is Iccated·cn the tecipietlt'spr-mlses" or located off the:

premises bLlt operated by the. recipient's employees. The service provider also ha,s phY$ical pQ5sessi~ of
the property If it retaIns suffiCient control of the property even whenthe property is" located at the selYf. e
recipientCs premises.8

.An IRU that' eot1veys to the setvrce recipient only a right to ~se an assigned amount af capacity in the
~transacean;c cable will nat conv@y physical possession to the service recipient Hcnwever, if the cable
station ie on the premises of the $ervice recipient. this initial conclusIon may requIre revision, .

:No one factor determines the proper ~haracteriZation. Also, ~he same fact ay
support the presenc,e or absence .of mo~ than one of the abov~ criteria_

I "

-Z-Control ot·theproperly

,If the service recipient ta~1l cantrol Clf the propsrty, :thla 1s indicative of a lease. 1l60ntrol of the prope ..
refers to control over Its operation, maintenance, or improvement. contractual provisions that enable e
service recipient to monltor or ensure the service pravlders co·mpUenc8 with performance. safetyt pol: tjon

.contrel. or ather general standardS do not canCitltute:control.7 .. .

The question of whlch entity, if any. "operates" a transoceanic cable is difflcult to determine. A
transoceanic fiber optic cable Is an automated piece ofequipment capable ofne~r-instantaneous
transmission otdeta. Therefore, it seems legical to Impute operation to the eqLfJpment that connects t

.controfsthe cab1e (I..e., the cable terminal equipment). By this test. If the seNlee provider is responsib
maintenance. raplacement.and repair, the serv}ce provider controlst"lie propertY.,
---.._._----~~..- -- ~~..--.....--~,---~-------- :

3. eCO"2mj~ Sr·p9§sesscry· interest ;

A contract that ccnveys a signifIcant economic or possessory interest to the eelVit?s recipient rtasa·mbl s a
lease,8 Economic or possessory interest may be es~blished by showing that .

i

• The property's use is likely to be dedicated to th~ aeNice recipient for a substantial portion of its eful
life. . . .

• The recipient shares the risk that the prcperty will decline In value Dr will share the benefit of any .
appreciation of itsvalue.· '. !.

I
, .

I v .. "erexCarp. v. U.s., 656 FIl2nd 659. S7G let. CIt '9P1J.. : "
i General Explana13cn of1he Revenue Prc~i6Jon5 of lhe Tax Reform Ad of 1984. Ccng, Jl Comm. On Tax, 98th Cong., 2d Sess.
13luaboo~, p. 59_
• 8luebook, p. 60.
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i. The recipient shares In savings in the propertY's~opetemng eost.

• The recIpient bears the risk of damage ~.<:~.~ss.of the EE~eerty. I ~_ 1

In private '~tter ruqnss; the IR~ '2!~ !t:tg.J.~j.~d th~.t?l.70~Jnt~!e~tconstitutes a sUb~tantiaI portion of a .
property's u;efuJ life. whereas' a 58% or 40% Interest does not~ .

. .

4. Substantial ris.k 01 fJpnperformance

Under °a service oontract arrangement, the service provider bears the risk of sUbstantially diminished ~:
receipts Qr eubstantialty increased expenditures if there is nonperformance under the contract by the I

service provider or by the property invclved.10fixed payments based on the pa~sage of time, 'such aG· .
:monthly taasepayment (as opposed to payments based on the quantify ot'qu~lity ~ofthe actu~J servic .
rendered), support'a lea3e charaoteri~a.tion.11

. . .
An IRU generally Is granted for an assigned amount af available, ~:aJ?acity for a s~cifiecr time period. :

° TypicaUy, no refund is available in the event of cable maffunetl.on. and tne IRUpurchas'er pays for an .
repajr and maintenance costs. In SLl9h a situatio'n, thra service 'recipient carries thei rJek, a~ though in a
Jease. ': ,

5. Concyrrent yse 01 tbe property

Evidence that the service. contract does net restMct the service provider from utilizing the (JnderJying a ate
-!Q..provides;gnlficant services to entities unrelated lei. the service rectpient would support a holding the the

contract is for services. ;

Generally. IRUs in a cable network are granted to mUltiple users. Thia suggests th~t an IRU ·Is s'seNic
contract I'

6. Contract price

A t~~1 ~tract price (Including ~enses to be reimbursed by.the servi~ recip;en"t) t.hat SUbsta"~~IlY
exceeds the rental value of the property fer the contract period is indlcat,ve of a S$NtCe contract.
Convetsely, the far::tthat the total contract erice Is based princjparr~ a'n I ths'recovett .of the cost of the
property is Indicative af.~ I.ea~e. Acantraet that states' charges for serVfces'selSat8

s
telY from charges fo the

use Of the property is indicative ora lesse.

O&M fees are generally charged jn addition to the cost of obtaining an tRUe This s\Jggests that an IRU an
be ccnsidared a lease. .... .

o
PLR B71ao16, PL~ 9142022. and Pl..R 8918012., respscUveJy,

1D CelLlebock, p. 60),
f1 Rev. RUI~ 72-407; Rev.. Rut 71..~g,..
•: 81uebOOk, PI' SO: PLR 87'8018.
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·When an IRU is purchased from a foreign seUer, the: question Is Whether any portion of the cable con te
:of FIR-PTA property. The cable. terminal equipment, and randingstatton should all be considered
:separately. Section 897 provides same guidance on this issue, but the answer is not entirely clear an
depends to some extent en the t~ehnieal speejflcations of the cable and equipment at issue, Some st

:such as California. have provisions analogous to FlRPTA.

.Real property inoludes:

1.. Land and unsevered natural re50urces on the land (e.g" mines, wells~ and other natural
depo~it$),

-2. Irnprovemente (such as a building or any ather inherently permanent ~tructure).
3. Personal pro.carty associatecl with the use of reaJproperty (B~ch as l110vable wal1$ and

. furnishings). S -: -

A brief r~V1ew.oftheregulations dernonstrates thatBUb~necable!i. terminal eelutPment. arid landin
stations do not fan within either category 1 or catego~3.' Oategory 1 includes "land growing crops a
timber. and mines, wells, and other natural deposits." aCategory 3 includes perscnatproperty associ d
with the use of real property Qhly If It Is descMbed in subdivisions A through 0 of Treasury Regulation

·§1.897-1(4). I
·SUbdMsion A describes property UBec:f in mining, farming, and forestry. SUbdlVlsi~n a describes prop
used in 1he improvement of rest property in this way: IfPersonal property is assocIated with the use of
property if it is predominantly -used to construct or otherwIse carry out improvements tq realptoperty.

· property includes equipment used to alter the naturel contours of thela'nd. equipment used te ctesr al
· prepare raw land for constructions, and equlpmsnt used to carry out the construction of Improvement II

Subdiv[SlonC describes property used in tne operation efa lodging facility.. Finally. subdivision 0
describes property used by a lessor tD provide furnished office or other worKspace to lessees.

· nl (Rev. Rut 68-109. 71-397; Rev. Rul, 72-'01).
1- {Bluebook. p. eO).. .
,~ IRe §897(c)(1)(A)(i) and (n)..
,sTn:aa, Re-;. §1.e97-1(~).
iT Treas. Reg. §1.B91.1(b)(2) and (4)"
'8 Treas. Reg.§1.897.. '(b)(2).
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'Therefore. the only issue seems to be whether submarine t;ables. landing' stations, or termlnal equip nt
fall within category 2, improvements, Treasury Regulation §1,S97-1(b)(3) provides that, 'JAn improve I ·~nt
is a bulJdlne. ~ny other inherently permanent structure, or the structural components of either. aI

'- ...., '

.Langing stations as F1RPTA propert~

. G.enerany, a landing station is, considered a building or an lnherently 'permanent structure. AccordjJ19J j
Janding stations are realprop~rty. ' ;

: I

Treasury Regulation §1.Sa1-1 (b)(3) defines a building as Ilanystructure or edifice enclosing a 5pawe , , hin
walls, and usuany covered by a roof. the purpose of which i~, for example. to provide shelter Cf hOU51 or
to PrQvide working. office, parking, display, or sales space." The regulation lists a~ examples apartme t

l houses, factory and office buildings, warehou5es~ barns, gaJC1ges, railway or bus~tatlons, and stores.'

• I

·As the definition of a buUding ls identical in Treasury Regulation §1.4S.the commentary under that
·regulatjon is helpful. For purposes of Treasury Regulation §1.48-1(e)(1), a structure constitutes a buH ,ny
If [1] it resembles =buIlding and 12] it functions as abuilding. (See··alse fbotnQte 1.9). The resemblan~ test
comes from the part of the regulation that states that a bu1Jding "generally means any structure oradl ~

!eneJo~ing a epaea 'withln its walls. and usually covered by a roof...•e (Seealeo fco~note 19.)

·Simil.ar to the reaemblance test ie the function test, by which a structure is considered a building if its
·purpose is -'0 provide shelter or housing. or to provide working I office. parKing. dlsplay,or sales spa
I The IRS considers a structure to be 'a buIlding even If theaclivity it shelters is performed onfy by

-m!!chines.Z1 A similar position was taken by the ath UcS~Clrcult Court,l!Zwhich heJI;J that "a structura
funet!~n:;J else 'bUilding' if it ~rovides shelter for significant machIne or animal aetMty or if it.p~ovidt::s

·worklng space for humans.'· 3Based on the above. landing stations should be tre~ted as bUildIngs be
they shelter termrnal equipment and resemble building$. ~

! : ;;

Even :if a lan'ding station is not a building, it --an ,UII be real property jf it iaan inherently perma~ent
'5truoture, Treasury RegUlation §1.S97..1(b)(3)(iii) provides that an inherently permanent structure is "a y
property not 'otherwise described In this paragraph (b)(3) that is affixed to real property and that will
ordinarily remain affiXed for an Indefinite period of time..... For purposes of th15 section, affi~tiQ,n to al
property may be accomplished by weight alone.If Thus, because a .landing station is a structure that re !
en land, rt should be treated as an inherently permanent structure, Accordingly, a :landJng statio'n, eve if it
'is not,a "building," should be treated as real property. '

'~Treas. Reg.. § 1..897-1 (b)(3). Treasury R.liJl.»fa~oJ'\g1.4.1(e}('). whiCh Gddresees whatpropartyJs eligible fer Ihe "Se~LiOCl3e&l rov lment
tax eredit. £felines ttJuilding" In the same way and cites the ssme examples. Treasury Regulation § 1,48. hCHJ8var.. goes en to state th the
·t~rm 4IburldJns- door; nat inc{ude: . :

: 0) a &D'ucturl whlcn Is GssenraaUy an iSm Df machinery ar equipment,or (i) astnlcture which hQuses property' USed as an
: integra' part 01 an adlvlly ,peclfled In.lscUon 4iCs)(1)(b)(Q Il'l.lch II manufacNring. prcductian. ~mmunlc:atIonsJ If the us of [he
. alnJet\Jre Is 10 dose)' reJlIled Ie the use of 5\Jch properlY ",at the 1tr\Jc;hlte clearly can be 8xrJfJcted to be ,aplaced when til

· prcpLlrty it initially haUQGl: is tQplaead. . .
'lD rd. (quoling Trees. Reg. SeQ, 1.40-1(0)(1».
" Technlc:aJ Advice Memorandum B01eo13 (1980).
22 L&B Corporsrion v.. Comm'r..,862 F.2d 6S7 (S~ Crr. 1968). I

..., 862. F.2d at 612 (d~ng Stan' Farms. Ino. v, U.S•• 447 F. Supp. SBD (W..D. Ark.. 1977): lirA) strUcture will be deemed te function as
buIlding even if the adJvltywhlch It sheaffer" Is performed soler)' l2y machine or animaJ". .

600~
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!ermtnal eqyipment as FIRPTA property
j

Obviously. terminal equipment is not a building. Nor is the terminal equipment analogous to any of th'
examples of inherently permanent structures pr6videtlln the regulatIons, Treasury RegUlation §1. 69~~
1(b)(3) provides that property that isessentlatly an Item of machinery or equipment under Treasury' J

RegUlation §1.48~1(c) or 1.4S-1(e)(1)(i} wIll not be treatedaS'en Inherently perm~nent structure.

Submarine cablQsa~ EJRPTA property

Permanently installed telephone cables are listed in Treasury Regulation §1.891-1(b){3)(iii)(B) as an
example of an .Inherently permanent structure. IntuitIvely,slJbmarine cables are correctly viewed as I

: permanently installed, because (1) when they are no longer 'used. submarine cables are abandoned; ~d

· (2) in shallow water, submarine cables ere buried underthe ocean floor. Genera'Uy, a cable farther th
about 1.000 feet ,offshore rests on the ocean floor and is moved only when a repair is required,

. . I

· even if the phrase "permanently installed talsphane or television cables· was 'intended to describe ca les
instaJJed in buildIngs. the Treasury regulation suggests that a submarine cable should be treated as a I

inherently permanent etructure unless it is found. to be m'achinert or equipment2~
: ~ :

1n summary, landing stations are either buiJdlngs or inherently permanent structures and should be t ted
as real property. Although there is room to argue to the contrary, submarine cables should be treated. S

;nhe~ently permanent structures and thus real property, Terminal equip,ment, on the other hand, is no . ~ n
_~~he~entl)' permanent structure and ,should notbe treated as real property. ;

· The extent to which tne cable 19 U.S.. property (i.e,. physically in the UnIted States) al80 need~ to be
considered. PossJbJJ~le& here would include property wIthin 3, 12. and 200 miles from U,S. land. The 2­
mile ~irnit appears to be thegeneraUy accepted standard within the cable Industry.

Su~pan F income

As" umin 'he s J the sale of l e un n will

Subpart F impute Income from che sale to its U.S. parenrr

· A. sale of an IRU can also give rise to SLlbpartF incOme. Subpart F income includes "foreign-base sh t ping
company· Income," which Includes income deriV$d from a space or ocesn actlVity:under IRe §SS3.(d)( ).

. Ocean activity is defined to inr;:l~de any activity conducted on or under water not Within the jurisdictio of a
foreign country. but not Income giving rise to Intemational communications InCOme (tel),

· thus, the sale of the IRU will be Subpart F income If the sale results in income from ocean and spac
activity. Assuming the safe of an IRU constitutes the sale of ~rQpertY4 income received from the sate
likely not derived from anyaetivityt or at least any activIty eondueted on or under water. However. to
extent thattha income is derived from an activity that takes place under water, a~ with the transmissi
communicationsJ there may be sufficient activity to quaJlfy it as resulting from oer4an and space aotivi ·

· .' I .

· Further. to ths extent that the sale is of reat property (FIRPTA would notspply otherwIse), ~hether it I 8)1

also be brought Into the Subpart F regime as foreign:-base comp«:3ny sales income should -also be
analyzed.
Does the sale of an lRU prDduce international cDf1JmlJnlt:lJtlons income?

:lA Treas. Reg. '§1.6S7-1(b)(3)Qii) provide~ trial 1he tttenn (InhQret)~y permanent stTUdure' m9Ql"iS any, prOperty net olhefWise dQscribe it'\ this
Damora~h Cb){3) that is afrDcQQ k3 rQo( pro~or1y and that will ortSinarily mean sfflxeQ fOr ~n jodef.nitB paricr:J at ~me ..•

OlO~
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As stated above, if the income from the sale of the IRU is properly characterized as 1CI. then it will nq be
characterized as ocean activity.. leI inctudes all ;ncome derived from the transmIssion of communicati n:s
or data to or from the U.S. The proceeds from the sale of an IRU are received in exchange for the gr., ting
of a right to use capacftyon a transoceanic cable..The vQndor receives income in exchange for grant' ~]
capacity on the cable. not for transmitting data. In fact, the amount of data the purchia·ser actually tran mlts
over the cable ie not relevant to the· payment for the IRU, Accordingly, income from the sale of an IR· wiH
probably not be characterized as income from the transmissIon of communfcat;ons or data and shoul: n(,t
be considered lei. ;

i Permanent establishment I U..S.trade Dr.business

Two standCirds exist for determining whether a foreign corporation has a suffieJentconneetior-J to or
. pre$ence in the .Unrtad States to be sUbject to U,S, taxatton~ wtlether the oorporaiJonis engaged jn a .S.

trade or business, a concept that is ccntainedln the Internal Re\lenue Code, and which applies to fo . go
corpcratlons that arenotetigible for the benefits of an international income tax t~aty; ~nd (2) whethe the
corporation isa perm~nentestablishment, a ~tandalrd contained in intemational t~cametax treaties.

. .
In general, the permanent establishment standard requires that. to be taxableih the United States, a .
forefgn corporationwauld have to have a fixed place of business thrcughwhich I~bu~ine~s is whoHy; r
partfy carried on.. Once such a permanent estebHshment is found, then the business profits attributab to

_ the permanent f!!stablishment can be taxed. · . ' ..

With the "engaged in a U.S. trade or business·' standard. the foreisn corporation ;'e.ed not have a r~x
place of b~siness in orQer ·to be taxable on its U.S.. $OUTQ8 income derJved bythe.U,S. trade or bUSH' S.

: The forelgn corporation, however. rmsst have an office or fixed place ofbuslness:in the U.S, for the
foreign-source income of the U.S, trade or busIness to be subject to tax In the U.S..

• t

Although the guidance available on what constitute~ an office or fixed place of~Bines$ was drafted . ith
regard tethe sale of goods, it also contains t\fVO relevant points for the .provisIon of teleccmmunicatio "­
services. According to Trees. Reg, §1 ..864w7(a)(2). particular consIderation should be given to (1) the
nature of the taxpayer's trade or business. and (2) It\e physical faolJJtles aclu·aUyrequired by the.tsxp er
in the conduct of his trade or business. Thus, it is pOssibfe that a business. such as talecommunlcat~o,s

. services, which ~n be conducted ·via equipment and cable facilities, rather than an office staffed wd
peopJe.may shl) be taxable. The phrase IIU.S. trade or business" is not defined by the J,ntemal Reven e
Code. However•.courtdec;sions have hefd that a taxpayer must~ave "considerabler regular. continu I sa

. activity within the United states to be engaged in a U.S. trade Dr buslneS5.

A ~ermanent es-tabUshment in most tax.treaties is defined aa 't. fixed place of business through whic the
business af an enterprise is wholly or partly carried en.1I Pennanent establishment incJlJdes.especian a
place of management, a branch. an office, a factory, a workshop. a mine, an oil or gas wenl a quarry, r
other place of extraction of natural resources. 25 In addition\ some trestles (for exampJe, the U.S, trea 5,

with Israel, MotoccCt, and NCMay)·provide that the maintenance of substantial equipment in tne othe :
country constItutes a perrT1anent establishment. .

I

. In the conte~tof telecommLinicatfons, a Department of Treaeury policy statement makes a distinction:
between persons for whom the use of tf!l~communfcstions equipment is incident"J to their buslne.ss a; d
those for whom the use of thetefecommunicatlons equipment Is integral to the provision of r:

tel@communications sel"\lice~: : .

Ie (Arts. 5(1)- (2). U.S. Model Treaty).

Page 10
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The principles used to determIne whether a person is engaged in a U.S.. trade or business or
maintarns a U.S, permanent establishment might differ if the person is primarily engaged in
providing t0Je~mm\Jnications serviees, in contrast to a business which is primarHy engaged in
seltlng gocdsor servIces for Whom the telecommunications servIces are merely Ineidenial.. A
distinction is senerally recogniZed between activities that ·co-ntributG to the·praductivityof tho
enterprise and activities tnat Involve ttte actual reaJiz:atlon of profits, In ,"e case of a foreign

.tel~cp.mmunlcations provider, thaoperation of a compute·r server in the United States or· the ~ale
of computing services and Internet access to U.S. and foreigncustomera is clearly integr:af 10 the
fE;taUzation gf its proflts,ln contrast to the case of a fQreign person who Is primarily engaged in
selling data which is storad on a U.S.-based seNsr.JQ

The Organization of Economic COQperation and Development's (oeco's) commentary on the I
. permanent ~tabnshmentprovisions of its model income tax treaty examines the possibility that I.
: automatic equipment can eonetitute a permane.nt estabrlshment: I

A' parmanantestablishment rnay neverthale8s 8xlstif the businessenterpnsQ is carried
on mainly tnrough automatic equipment the adlvltle~ of the persOl1n'el being restricted
to theselting Up. operating., eontrolUng. and maintaining of such equipment.'Wh~ther
or not gaming or vending machinGs and the "ke :sat up by an &ntarprise of a state in
the ether State constitute a permanent establishment thus depends en whether ~r not

. . the entarprise ~rries on ~ busl"ell;' activity besides the initial setting up of the j

maehinss. A permanent o$tabJishment dOGS not ax;stif thaenterprtse merely sets up
tnemachines a'ndihen leas'os the lTlachlnea to other enterprisQS, A permanent :
establishment may exist. however. If tha enterpriSe. thaf sets up the machines al~o

opara1ss and maintafnsthem for Its own account. This ~I$O applies (f the mat;hines are
operated and maintained by an agent dependent on the. enterprise. (Commentary to
OeCD ,Mod$1 Tax Convention, Art. 5. Para 10). ~ . ~

I

.... At least onecaurt interpretation int;{udes unmanneQi equipmen~ in the permanent ~stabnshment
standard. The 'case involved an 011 plpollne that ran between two poln~ fn the Netherlands, yet

. crossed a portion of Germany. The Dutch company had no $mplcyess in Getm~I1Y, and.all
, technicsl sndmarketing psoplQ were situated in the Netherlan'ds, The court nonethafesS 'held
that the Dutch company had a permanent establishment in Germany by virtue of lt5pipel1ne's
presence there. In ~urninary, there is no controHing authority'on whe~herthe.me~ ownership Qf
telecommunicatIons assets wIn create a taxable presence in a particlIlar country. However.
considering tne potentlal"tax impact such a finding would have, It is critical that
tetect1mmunJcatlons companies Qonsider this issue care1L1f1y, ·.and take whatever practical
measures they can to minimize this risk. ~ :

.!

,
I

ZG Dept of tng Tre~&lJry, OfflO$ of T=x poney, SelGctQd T~x Polley 'mpttc;tions of Glebal electronic Commerce, Para. 7,,2,6. Novem r
1996. " :.
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Following deregulation and increased internationalcompetitionr a new model: has ,~
evolved. A local-country operating company no longer needs to own a c ~bl-e

interest on a notional half circuit.

u.s. property~owningcompany
: Whar are The advantages to having a separate com28nyown the V,S! assets?

. \

TransQr;:eanic cables have historicaUybcen divided at the ·'hypothetJcalmidpofnr· in the ocean, a Gon I ept
deveJcpetl when most countries had one government-sponsored telecommunications company. Thu~. for
examp'e, AT&Twould own .ane--ha.lf ofa transatlantic oabfe, and 'British Telecom would own the othe' hatf.
Eachcomp~ny would own the ·'noticnaJ half circuir':from its country to the middl~ of the ocean.

Following deregUlation and Increased international competition, a new model has ·evolved- A 'ocal~co ntry
operating company no longer needs to own a cable Interest ona national halfcir~ult. Instead, it is Qft~ n
advant;,:igeous for such a company to own only tne portion of the cable and associated·equipment thE' are
located inside the taxing jUrisdiction of that COI,J"~ry. A separate related company·ina lower-tax juri5d! ~tion

-would own the properly consIdered to be in international waters, Since transfer priCingbetwaen relate ~
telecom companies is often based, at least in pa~ on the value of assets owned, this .~erves to reduc ~ the
tax burden of th~ local operating coml:Jany and the overalJ effective tax rate'of the company.

State tax issues to be considered
. .

Th~ ch!ita~ter of the transfer Of an IRU is alse Important for state tax purposes. Depending on its
character, tne transaction may give rise to both ,n~me tax and tl'anssctiontsx burdens on the partie in
any given state. local taxes must aleo be ccn~idered. The laws of each state m~st be analyzed to
determine thefoncwlng: !

• .• I I.
• Does the state have sufflcfentnexus (minimum contract) with either the tran$feror or the transfer. e 01

the IRU to Impose state taxes as a result of the transaetlon?
I

• If the state has nexus, what stat, taxes will apply? Taxes that should be anaiy~ad fer applicabiJit.,
Jncluae; '.

Income and/orgross receipts-based ta~es

Transaction taxes. including sale4/use and 'excise tqxes
Property1ax

£10~
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Conclusion

Generally, an 'IRU granted tor the economic useful life efa transoceanic cable shQukJ be treated as tile I

sale of property for U.s. federal income tax purposes.. Howevetl 'as the market.for transmission capacity I
continues to grow and mature. this issue and the ethers discussed above .should be furt.her refined. ;
Characteristics of an fRU may change. Accordingly,it is necessary when first considering the federal tax!
trea~ment of an IRU to understand the conceptual basjs of the proposed treatrnsnt and to look carefully 8.

what is'being proVided and rEceived.

I

Far additional informatlDn" contact:

David Edquist
Sanior Manager - Tax and Legal.ServlclIlI (TLS)
PricewaterhcuseCoopers (San FranciGco) .
+1 (41!) 957 6248 (phone)
+1 (41-5) 3934976 (fax)
david.edgujst@UII,pwcglobal.com (e-mail)

For additional copies, contact:

Maggi. Burke
lnfoCamm TLS·Marketing
PricewalerhouseOcopers (Philadelphia)
+1 (215) 963 aa05 (phone)
+1 (215) 963 8761 (fax)
margaret.a.byrk,@us,pwcglobal.com (e-meil) .
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